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I. INTRODUCTION AND SUMMARY 1 

Q. PLEASE STATE YOUR NAME AND BUSINESS ADDRESS. 2 

A. My name is James M. Coyne, and I am employed by Concentric Energy 3 

Advisors, Inc. (“Concentric”) as a Senior Vice President.  Concentric is a 4 

management consulting and economic advisory firm, focused on the North 5 

American energy and water industries.  Based in Marlborough, Massachusetts 6 

and Washington, D.C., Concentric specializes in regulatory and litigation 7 

support, financial advisory services, energy market strategies, market 8 

assessments, energy commodity contracting and procurement, economic 9 

feasibility studies, and capital market analyses.  My business address is 293 10 

Boston Post Road West, Suite 500, Marlborough, Massachusetts 01752. 11 

Q. ON WHOSE BEHALF ARE YOU TESTIFYING? 12 

A. I am submitting this testimony to the Public Service Commission of South 13 

Carolina (the “Commission”) on behalf of Duke Energy Carolinas, LLC 14 

(“DEC” or the “Company”), which is a wholly-owned subsidiary of Duke 15 

Energy Corporation (“Duke Energy”).  16 

Q. PLEASE DESCRIBE YOUR EXPERIENCE IN THE ENERGY AND 17 

UTILITY INDUSTRIES AND YOUR EDUCATIONAL AND 18 

PROFESSIONAL QUALIFICATIONS. 19 

A. I am among Concentric’s professionals who provide expert testimony before 20 

federal, state, and Canadian provincial agencies on matters pertaining to 21 

economics, finance, and public policy in the energy industry.  I regularly advise 22 

regulatory agencies, utilities, generating companies, and private equity 23 
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investors on business issues pertaining to the utility industry.  This work 1 

includes calculating the cost of capital for the purpose of ratemaking and 2 

providing expert testimony and studies on matters pertaining to rate policy, 3 

valuation, capital costs, and performance-based regulation.  I have authored 4 

numerous articles on the energy industry, lectured on utility regulation for 5 

regulatory commission staff, and provided testimony before the Federal Energy 6 

Regulatory Commission (“FERC”) as well as state and provincial jurisdictions 7 

in the U.S. and Canada.  I hold a B.S. in Business Administration from 8 

Georgetown University and an M.S. in Resource Economics from the 9 

University of New Hampshire. My educational and professional background is 10 

summarized more fully in Coyne Direct Exhibit 1. 11 

Q. ARE YOU SPONSORING ANY EXHIBITS IN THIS CASE? 12 

A. Yes.  My analyses and recommendations are supported by the data presented in 13 

Coyne Direct Exhibit 2 through Coyne Direct Exhibit 10, which have been 14 

prepared by me or under my direction: 15 

• Coyne Direct Exhibit 2 – Summary of ROE Results 16 

• Coyne Direct Exhibit 3 – Proxy Group Screening Analysis 17 

• Coyne Direct Exhibit 4 – Constant Growth DCF Analysis 18 

• Coyne Direct Exhibit 5.1 – Market Risk Premium 19 

• Coyne Direct Exhibit 5.2 – CAPM Analysis 20 

• Coyne Direct Exhibit 6 – Risk Premium Analysis 21 

• Coyne Direct Exhibit 7 – Expected Earnings Analysis 22 

• Coyne Direct Exhibit 8 – Regulatory Risk Assessment 23 
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• Coyne Direct Exhibit 9 – Flotation Cost Adjustment 1 

• Coyne Direct Exhibit 10 – Capital Structure Analysis 2 

Q.  WHAT IS THE PURPOSE OF YOUR TESTIMONY?  3 

A.   The purpose of my direct testimony is to present evidence and provide a 4 

recommendation for the return on equity (“ROE”)1 for DEC.  My direct 5 

testimony also discusses the Company’s capital structure in comparison to the 6 

proxy group companies supporting my analysis.  7 

II. OVERVIEW AND SUMMARY 8 

Q. WHAT IS YOUR CONCLUSION REGARDING THE APPROPRIATE 9 

COST OF EQUITY FOR DUKE ENERGY CAROLINAS? 10 

A. I have estimated DEC’s ROE based on the results from alternative models: the 11 

Discounted Cash Flow (“DCF”) model, the Capital Asset Pricing Model 12 

(“CAPM”), the Bond Yield Plus Risk Premium model, and the Expected 13 

Earnings model.  Examining the results across each of the models, as shown in 14 

Figure 11, produces a range of 9.78 percent to 11.37 percent with a four-model 15 

average of 10.50 percent.   Based on these analyses, I recommend an ROE of 16 

10.50 percent as just and reasonable for DEC.  17 

Q. PLEASE PROVIDE A BRIEF OVERVIEW OF THE ANALYSES THAT 18 

YOU CONDUCTED TO SUPPORT YOUR ROE RECOMMENDATION.  19 

A. As mentioned, my ROE recommendation is based on the range of results 20 

produced from four modeling methodologies.   Analysts and academics 21 

 
1  ROE is synonymous with the cost of equity capital and in this testimony I use these terms 
interchangeably. 

ELEC
TR

O
N
IC
ALLY

FILED
-2024

January
4
10:35

AM
-SC

PSC
-D

ocket#
2023-388-E

-Page
5
of53



DIRECT TESTIMONY OF JAMES M. COYNE Page 4 
DUKE ENERGY CAROLINAS, LLC 
 

DOCKET NO. 2023-388-E 
 

understand that ROE models are tools to be used in the ROE estimation process, 1 

and that strict adherence to any single approach, or the specific results of any 2 

single approach, can lead to flawed conclusions.  No model can exactly pinpoint 3 

the correct cost of equity, but each is designed to provide a unique estimate of 4 

the return required to attract equity investment.  The DCF analysis estimates the 5 

cost of equity based on market data on dividend yields and analysts’ projected 6 

earnings per share growth rates from reputable third-party sources.  The CAPM 7 

analysis is based on both current and forecasted interest rates and a forward-8 

looking market risk premium.  The Risk Premium approach calculates the risk 9 

premium as the spread between authorized ROEs for vertically integrated 10 

electric utilities and Treasury bond yields.   The Expected Earnings approach is 11 

based on projected returns on book equity that investors expect to receive over 12 

the next three to five years.  13 

My ROE recommendation is ultimately based on the range of results 14 

produced by these four methodologies, and also considers the general economic 15 

and capital market environment and the influence capital market conditions 16 

exert over the results of the DCF, CAPM,  Risk Premium, and Expected 17 

Earnings models. In addition, I consider the Company’s business and regulatory 18 

risks in relation to a set of proxy companies to assist in the determination of the 19 

appropriate ROE and capital structure from within the range of my analytical 20 

results.  I identify risk factors that indicate DEC is average risk and consider 21 

this risk profile in relation to the results for an average risk utility represented 22 

by the proxy group companies. 23 
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Therefore, my analysis appropriately considers the range of results 1 

produced by these four different models.  From within that range, regulators use 2 

informed judgment to select an authorized ROE that takes into consideration 3 

the relevant risk factors, as well as capital market conditions, in order to send 4 

appropriate market signals.   5 

Q. HOW IS THE REMAINDER OF YOUR DIRECT TESTIMONY 6 

ORGANIZED? 7 

A. The remainder of my Direct Testimony is organized as follows.  Section III 8 

provides background on the regulatory principles that guide the determination 9 

of ROE.  Section IV presents a review of current and prospective economic and 10 

capital market conditions and the implications for utility cost of capital.  Section 11 

V describes the criteria and approach for the selection of a proxy group of 12 

comparable companies.  Section VI provides a description of the data and 13 

methodologies used to estimate the cost of equity, as well as the results of the 14 

various ROE estimation models.  Section VII provides an assessment of the 15 

business and regulatory risk factors I have considered in arriving at an 16 

appropriate ROE for DEC.  Section VIII reviews DEC’s capital structure in the 17 

context of the proxy group.  Finally, Section IX summarizes my results, 18 

conclusions, and recommendation. 19 
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III. REGULATORY PRINCIPLES 1 

Q. PLEASE DESCRIBE THE GUIDING PRINCIPLES USED IN 2 

ESTABLISHING THE COST OF CAPITAL FOR A REGULATED 3 

UTILITY. 4 

A. The foundations of public utility regulation require that utilities receive a fair 5 

rate of return sufficient to attract needed capital to maintain important 6 

infrastructure for customers at reasonable rates.  The basic tenets of this 7 

regulatory doctrine originate from several bellwether decisions by the United 8 

States Supreme Court, notably Bluefield Waterworks and Improvement 9 

Company v. Public Service Commission of West Virginia, 262 U.S. 679 (1923) 10 

(“Bluefield”), and Federal Power Commission v. Hope Natural Gas Company, 11 

320 U.S. 591 (1944) (“Hope”).  In Bluefield, the Court stated:   12 

A public utility is entitled to such rates as will permit it to earn 13 
a return on the value of the property which it employs for the 14 
convenience of the public equal to that generally being made at 15 
the same time and in the same general part of the country on 16 
investments in other business undertakings which are attended 17 
by corresponding risks and uncertainties… 18 

The return should be reasonably sufficient to assure investor 19 
confidence in the financial soundness of the utility and should 20 
be adequate, under efficient and economical management, to 21 
maintain and support its credit and enable it to raise the money 22 
necessary for the proper discharge of its public duties. 23 

Later, in Hope, the Court established a standard for the ROE that remains the 24 

guiding principle for ratemaking regulatory proceedings to this day: 25 

[T]he return to the equity owner should be commensurate with 26 
returns on investments in other enterprises having corresponding 27 
risks.  That return, moreover, should be sufficient to assure 28 
confidence in the financial integrity of the enterprise, so as to 29 
maintain its credit and to attract capital. 30 
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Q. HAS THE COMMISSION PROVIDED SIMILAR GUIDANCE? 1 

A. Yes. The Commission explicitly embraces the constitutional standards for 2 

determining the appropriate ROE established in Bluefield and Hope, and the 3 

South Carolina Supreme Court, quoting Hope, stated that “[t]he fixing of ‘just 4 

and reasonable’ rates involves a balancing of the investor and the consumer 5 

interests.”2  The Commission therefore has a “dual responsibility of permitting 6 

utilities an opportunity to earn a reasonable return on the property it has devoted 7 

to serving the public, on the one hand, and protecting customers from rates that 8 

are so excessive as to be unjust or unreasonable.”3  In exercising this 9 

responsibility, the Commission describes its role as “the fact finder in rate 10 

proceedings” stating that it “must balance the interests of the using and 11 

consuming public with that of the utility appearing before it” and make its 12 

determination of a fair rate of return “based on reliable and probative evidence 13 

in the record.”4 14 

 
2  Application of Duke Energy Progress, LLC for Increase in Electric Rates, Adjustments in Electric 
Rate Schedules and Tariffs, and Request for an Accounting Order, Order No. 2023-138 at 15, Docket 
No. 2022-254-E (March 8, 2023) (quoting S. Bell Tel. & Tel. Co. v. Pub. Serv. Comm’n, 270 S.C. 590, 
596-97 (1978)) (explaining that the “Commission and the South Carolina courts have consistently 
applied the principles set forth in Bluefield and Hope.”). 
3  Application of Dominion Energy S. Carolina, Inc. for Adjustment of Rates and Charges, Order No. 
2021-570 at 23-24, Docket No. 2020-125-E (Aug. 16, 2021). 
4  Id., at 39. 
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  Q. HAS THE COMMISSION PROVIDED GUIDANCE REGARDING 1 

HOW IT WILL CONSIDER EVIDENCE UPON WHICH ITS FINDINGS 2 

ON ROE WILL BE BASED? 3 

A. Yes. The Commission has stated that “the determination of the appropriate rate 4 

of return on common equity for a public utility is not an exact science; instead 5 

it is based on experience and judgement.”5 The Commission has considered the 6 

results of various ROE estimation models (DCF, CAPM, Risk Premium, and 7 

other methods).  The Commission has also considered various other factors 8 

including turmoil in markets, the desirability of establishing an ROE that will 9 

not cause a company to file more frequent rate cases, and the need for capital 10 

to support investment.6  The Commission weighs the evidence and exercises its 11 

judgment “as to what rate of return on common equity, once included in the 12 

ratemaking formula, would permit the Company to continue to provide 13 

adequate service to its existing and new customers and to have the opportunity 14 

to earn a fair return for its shareholders.”7 15 

Q. PLEASE EXPLAIN HOW THESE PRINCIPLES APPLY IN THE 16 

CONTEXT OF THE REGULATED RATE OF RETURN.  17 

A. Regulated utilities rely primarily on common stock and long-term debt to 18 

finance permanent property, plant, and equipment.  The allowed rate of return 19 

for a regulated utility is based on its weighted average cost of capital, where the 20 

 
5  Application of Piedmont Natural Gas Co. for an Adjustment of its Rates and Charges and for 
Approval of Revised Depreciation Rates, Order No. 2002-761 at 46, Docket No. 2002-63-G (Nov. 1, 
2002). 
6  Id., at 57-58. 
7  Id., at 59. 
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costs of the individual sources of capital (i.e., debt and equity) are weighted by 1 

their respective book values.  The ROE represents the cost of raising and 2 

retaining equity capital and is estimated by using one or more analytical 3 

techniques that use market data to quantify investor requirements for equity 4 

returns.  However, as noted by the Commission, the ROE cannot be derived 5 

through quantitative metrics and models alone.  To properly estimate the ROE, 6 

the financial, regulatory, and economic context must also be considered. 7 

The DCF, CAPM, Risk Premium and Expected Earnings approaches, 8 

while fundamental to the ROE determination, are still only models.  The results 9 

of these models cannot be mechanistically applied without also using informed 10 

judgment to consider economic and capital market conditions and the relative 11 

risk of DEC as compared to the proxy group companies. 12 

Based on these widely recognized standards, the Commission’s order in this 13 

case should provide DEC with the opportunity to earn a ROE that is:  14 

• Commensurate with returns on investments in enterprises having 15 

comparable risks;   16 

• Adequate to attract capital on reasonable terms, thereby enabling DEC 17 

to provide safe, reliable service; and 18 

• Sufficient to ensure the financial soundness of DEC’s electric utility 19 

operations.  20 

Importantly, a fair return must satisfy all three of these standards.  The allowed 21 

ROE should enable DEC to finance capital expenditures on reasonable terms 22 
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and provide the Company with the ability to raise capital under a full range of 1 

capital market circumstances.   2 

Q. WHAT ARE YOUR CONCLUSIONS REGARDING REGULATORY 3 

PRINCIPLES? 4 

A. The ratemaking process is premised on the principle that, in order for investors 5 

and companies to commit the capital needed to provide safe and reliable utility 6 

services, the utility must have the opportunity to recover invested capital and 7 

the market-required return on that capital.  Because utility operations are 8 

capital-intensive, regulatory decisions should enable the utility to attract capital 9 

on favorable terms.  The financial community carefully monitors the current 10 

and expected financial condition of utility companies as well as the regulatory 11 

environment in which they operate.  In that respect, the regulatory environment 12 

is one of the most important factors considered by both debt and equity 13 

investors in their assessments of risk.  It is therefore essential that the ROE 14 

authorized in this proceeding take into consideration the current and expected 15 

capital market conditions that DEC faces, as well as investors’ expectations and 16 

requirements regarding both risks and returns.  A reasonable ROE is required 17 

both for continued capital investment by DEC and to maintain confidence in 18 

South Carolina’s regulatory environment among credit rating agencies and 19 

investors.   20 
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IV. ECONOMIC AND CAPITAL MARKET CONDITIONS 1 

Q. WHY IS IT IMPORTANT TO CONSIDER THE EFFECTS OF 2 

CURRENT AND EXPECTED ECONOMIC AND FINANCIAL 3 

MARKET CONDITIONS WHEN SETTING THE APPROPRIATE 4 

ROE? 5 

A. It is important to consider current and expected conditions in the general 6 

economy and financial markets because the authorized ROE for a public utility 7 

should allow the utility to attract investor capital at a reasonable cost under a 8 

variety of economic and financial market conditions, as underscored by the 9 

Hope and Bluefield decisions and the Commission’s standards previously 10 

discussed.  The standard ROE estimation tools, such as the DCF, CAPM, Risk 11 

Premium, and Expected Earnings models, each reflect the state of the general 12 

economy and financial markets by incorporating specific economic and 13 

financial data.  These inputs are, however, only samples of the various 14 

economic and market forces that determine a utility’s required return.  15 

Consideration must be given to whether the assumptions relied on in the current 16 

or projected market data are appropriate.  If investors do not expect current 17 

market conditions to be sustained in the future, it is possible that the ROE 18 

estimation models will not provide an accurate estimate of investors’ forward-19 

looking required return.  Therefore, an assessment of current and projected 20 

market conditions is integral to any ROE recommendation. 21 
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Q. WHAT ARE THE KEY FACTORS AFFECTING THE COST OF 1 

EQUITY FOR REGULATED UTILITIES IN THE CURRENT AND 2 

PROSPECTIVE CAPITAL MARKETS?   3 

A. The cost of equity for regulated utility companies is being affected by several 4 

key factors including ongoing uncertainty and volatility in equity markets, as 5 

well as the path of economic growth and inflation levels.   6 

Q. PLEASE DESCRIBE THE CIRCUMSTANCES THAT HAVE 7 

AFFECTED CAPITAL MARKET CONDITIONS. 8 

A.  As shown in Figure 1, the past four years have been a volatile period for the 9 

U.S. economy. Gross domestic product (“GDP”) sank into a sharp recession 10 

during the COVID-19 pandemic, followed by a comparable rebound, and has 11 

since oscillated between periods of moderate growth and another short 12 

recession.8  The most recent advanced estimate shows the economy grew at a 13 

4.9 percent annual rate, suggesting the Federal Reserve has thus far been 14 

successful in engineering a “soft landing” following pullback on its monetary 15 

policies designed to ease the impacts of the Pandemic. 16 

 
8  https://www.bea.gov/news/2023/gross-domestic-product-third-quarter-2023-advance-estimate. 
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Figure 1:  U.S. GDP Growth9 

 

 To stem the consequences of the global COVID-19 pandemic, the federal 1 

government took a series of unprecedented steps, and these measures continue 2 

to impact the economy and financial markets. 3 

Q. WHAT STEPS DID THE FEDERAL RESERVE TAKE TO STABILIZE 4 

FINANCIAL MARKETS AND SUPPORT THE ECONOMY IN 5 

RESPONSE TO THE GLOBAL COVID-19 PANDEMIC?  6 

A.  The Federal Reserve decreased the federal funds rate in March 2020 to a target 7 

range of 0.00 percent to 0.25 percent (which remained in effect until March 8 

2022), increased its holdings of both Treasury and mortgage-backed securities, 9 

and supported increased credit to both businesses and individual borrowers.  10 

These programs allowed the Federal Reserve to purchase government bonds 11 

and corporate bonds from banks.  The banks then received cash from the 12 

Federal Reserve, which resulted in an expansion of the money supply.  This 13 

 
9  Ibid. 
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increase in the money supply kept short-term interest rates low and increased 1 

the ability of banks to lend to consumers and businesses.   2 

In addition to the Federal Reserve’s response, the U.S. Congress passed 3 

approximately $4.5 trillion in fiscal stimulus programs under the Coronavirus 4 

Aid, Relief, and Economic Security Act of March 2020. The Act provided a 5 

large fiscal stimulus package aimed at mitigating the economic effects of the 6 

global COVID-19 pandemic.  In March 2021, the U.S. Congress approved an 7 

additional fiscal stimulus of $1.9 trillion in response to the ongoing economic 8 

effects of the global COVID-19 pandemic.   9 

The Federal Reserve’s and U.S. Congress’s extraordinary measures to 10 

support the economy and stabilize financial markets impacted bond markets 11 

(deliberately decreasing government and corporate yields) and equity markets 12 

(creating upward pressure on valuations and downward pressure on yields for 13 

dividend paying companies such as utilities).   14 

Q. PLEASE DESCRIBE THE EFFECT OF THESE POLICIES ON 15 

INFLATION. 16 

A.  Inflation has been a significant cause for concern among both policymakers and 17 

investors.  As shown in Figure 2, below, inflation levels have moved within a 18 

relatively narrow band over the past twenty years (other than during the Great 19 

Recession of 2007/2008).  Starting with the initial stages of the global COVID-20 

19 pandemic in 2020, inflation levels have been driven higher, reaching levels 21 

not seen since the early 1980s.  Inflation has been driven by strong consumer 22 

demand and supply constraints, some of which have been exacerbated by global 23 
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COVID-19 pandemic-related government stimulus programs in the U.S., as 1 

well as international lockdowns.  More recently, the war in Ukraine continues 2 

to impact the world’s supply of food, steel, and fuel, driving costs higher for 3 

other products and services, and ultimately general inflation. 4 

As illustrated in Figure 2, below, inflation spiked in June 2022 at 9.1 5 

percent.  Even though the Consumer Price Index has since receded to below 5.0 6 

percent, current levels (3.2% in October 2023) remain above the Federal 7 

Reserve’s target inflation threshold of around 2 percent which has been in place 8 

since the mid-1990s.  The relationship between recession and lower inflation 9 

rates, also reflected in the chart, illustrates the delicate balancing act the Federal 10 

Reserve faces as it raises interest rates to rein in inflation.  By deliberately 11 

slowing economic growth with higher interest rates, inflation will ease, but with 12 

a risk of recession.   13 
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Figure 2:  Consumer Price Index, 12-month Percentage Change10 

 

Q. PLEASE DESCRIBE THE EFFECT OF THESE POLICIES ON SHORT-1 

TERM INTEREST RATES. 2 

A.  As a result of these substantially higher inflation rates, the Federal Reserve has 3 

been left little choice but to pull back on its global COVID-19 pandemic-related 4 

monetary policies and apply tighter monetary policy with higher interest rates.  5 

In 2022, the Federal Reserve increased the target rate seven times, and so far in 6 

2023 another three times, as illustrated in Figure 3, below.  The Fed set the 7 

 
10  Bureau of Labor Statistics, 12-Month Percentage Change, Consumer Price Index, Selected 
Categories, https://www.bls.gov/charts/consumer-price-index/consumer-price-index-by-category-line-
chart.htm, (not seasonally adjusted). 
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target range for the federal funds rate at a 22-year high of 5.25%-5.5% in July 1 

and has held this level through its December 2023 meeting. 2 

Figure 3:  U.S. Federal Reserve Bank’s Target Federal Funds Rate11 

 

This demonstrates the level of Federal Reserve action necessary to reel 3 

in inflation.  The Federal Reserve is willing to risk substantially higher interest 4 

rates and a slowdown in the economy, and it is clear that the era of record low 5 

interest rates and moderate inflation has ended.  In its most recent policy 6 

statement, the Federal Reserve confirmed its commitment to a 2 percent 7 

inflation target, stating:   8 

The Committee seeks to achieve maximum employment and 9 
inflation at the rate of 2 percent over the longer run. In support 10 
of these goals, the Committee decided to maintain the target 11 
range for the federal funds rate at 5-1/4 to 5-1/2 percent. The 12 
Committee will continue to assess additional information and its 13 
implications for monetary policy. In determining the extent of 14 

 
11  Trading Economics, United States Fed Funds Rate, https://tradingeconomics.com/united-
states/interest-rate. 
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any additional policy firming that may be appropriate to return 1 
inflation to 2 percent over time, the Committee will take into 2 
account the cumulative tightening of monetary policy, the lags 3 
with which monetary policy affects economic activity and 4 
inflation, and economic and financial developments. In addition, 5 
the Committee will continue reducing its holdings of Treasury 6 
securities and agency debt and agency mortgage-backed 7 
securities, as described in its previously announced plans. The 8 
Committee is strongly committed to returning inflation to its 2 9 
percent objective.12 10 

This is significant because the costs of all forms of capital are impacted by the 11 

Federal Reserve’s actions, even though it only sets the short-term rate for 12 

federal funds. 13 

Q. PLEASE DESCRIBE THE EFFECT OF THESE POLICIES ON LONG-14 

TERM INTEREST RATES. 15 

A. As seen in Figure 4, below, for the first time on record, the yield on a 10-year 16 

Treasury bond dropped below 1.0 percent in March 2020 and touched an all-17 

time low of 0.318 percent.  As the Federal Reserve has tightened monetary 18 

policy and concerns for inflation have grown, long-term interest rates have 19 

rebounded sharply to over 4.6 percent, approximating levels that prevailed in 20 

the 1997-2007 decade and the mid-1960s.   21 

 
12  Federal Reserve Press Release December 13, 2023, 

 https://www federalreserve.gov/newsevents/pressreleases/monetary20231213a htm 
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Figure 4:  10-Year U.S. Treasury Bond Yields (Percent)13 

 

Q. ARE CONDITIONS EXPECTED TO STABILIZE IN THE NEAR-1 

TERM? 2 

A.  No.  Capital market conditions remain highly uncertain.  The economy and 3 

capital markets remain in a tenuous state with ongoing global supply constraints 4 

and expectations of weaker consumer demand in the face of persistent inflation 5 

and higher interest rates.  Interest rates may not fully reflect the effects of 6 

inflation because it is uncertain how high interest rates must go before inflation 7 

returns to more acceptable levels.  8 

Regarding future inflation risks, either: (1) inflation becomes embedded 9 

in the economy if the Federal Reserve does not move aggressively enough to 10 

achieve its 2 percent policy objective, or (2) the Federal Reserve responds to 11 

 
13  Market Yield on U.S. Treasury Securities at 10-Year Constant Maturity, Quoted on an Investment 
Basis (DGS10), https://fred.stlouisfed.org/series/DGS10#0. 
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inflationary pressure by further increases in short-term interest rates to a level 1 

that causes a slowdown in economic growth or a recession. 2 

V. PROXY GROUP SELECTION 3 

Q. WHY IS IT NECESSARY TO SELECT A PROXY GROUP TO 4 

ESTIMATE THE COST OF EQUITY FOR DEC? 5 

A. Since the ROE is a market-based concept and DEC is not publicly traded, it is 6 

necessary to establish a group of companies that is both publicly traded and 7 

comparable to DEC.  Even if DEC were a publicly traded entity, it is possible 8 

that transitory events could bias the Company’s market value in one way or 9 

another in a given period of time.  A significant benefit of using a proxy group 10 

is the ability to mitigate the effects of short-term events that may be associated 11 

with any one company.  The proxy companies used in my ROE analyses possess 12 

a set of business and operating characteristics similar to DEC’s electric 13 

operations, and thus provide a reasonable basis for estimating the Company’s 14 

ROE. 15 

Q. PLEASE PROVIDE A SUMMARY PROFILE OF DEC. 16 

A. DEC is a wholly owned subsidiary of Duke Energy Corporation, providing 17 

electric utility service to approximately 2.8 million residential, commercial, and 18 

industrial and power generation customers in portions of North Carolina and 19 

South Carolina.14  DEC has long-term issuer ratings from Moody’s Investors 20 

 
14  Duke Energy, 2022 SEC Form 10-K, at 22. 
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Service (“Moody’s”) of A2 (Outlook: Stable), and S&P Global (“S&P”) of 1 

BBB+ (Outlook:  Stable).15  2 

Q. PLEASE DESCRIBE THE SPECIFIC SCREENING CRITERIA YOU 3 

HAVE UTILIZED TO SELECT A PROXY GROUP.   4 

A. I began with the investor-owned domestic electric utility companies covered by 5 

Value Line and then screened companies according to the following criteria: 6 

1. Consistently pays quarterly cash dividends; 7 

2. Maintains an investment grade long-term issuer rating (BBB- or higher) 8 

from S&P; 9 

3. Is covered by more than one equity analyst; 10 

4. Has positive earnings growth rates published by at least two of the following 11 

sources: Value Line, First Call (as reported by Yahoo! Finance), and Zacks 12 

Investment Research (“Zacks”); 13 

5. Owns regulated electric generation assets; 14 

6. Regulated revenue and net operating income make up more than 60 percent 15 

of the consolidated company’s revenue and net operating income (based on 16 

a 3-year average from 2020-2022); 17 

7. Regulated revenue and net operating income from regulated electric 18 

operations makes up more than 80 percent of the consolidated company’s 19 

regulated revenue and net operating income (based on a 3-year average from 20 

2020-2022); and 21 

 
15  Source: S&P Capital IQ Pro. 
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8. Is not involved in a merger or other transformative transaction for an 1 

approximate six-month period prior to my analysis. 2 

Q. WHAT IS THE COMPOSITION OF YOUR RESULTING PROXY 3 

GROUP? 4 

A. Based on the screening criteria discussed above, I arrived at a proxy group 5 

consisting of the companies shown in Figure 5.  The results of my screening 6 

process are shown in Coyne Direct Exhibit 3. 7 

Figure 5:  Proxy Group 

Company Ticker 

ALLETE, Inc. ALE 

Alliant Energy Corporation LNT 

Ameren Corporation AEE 

American Electric Power Company, Inc. AEP 

Edison International EIX 

Entergy Corporation ETR 

Evergy, Inc.  EVRG 

IDACORP, Inc. IDA 

NextEra Energy NEE 

NorthWestern Corporation NWE 

OGE Energy Corporation OGE 

Pinnacle West Corporation PNW 

Portland General Electric Company POR 

Southern Company SO 

Xcel Energy Inc. XEL 
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Q. DID YOU INCLUDE DUKE ENERGY IN YOUR PROXY GROUP? 1 

A. No, I did not. To avoid the circular logic that would otherwise occur, it is my 2 

practice to exclude the subject company, or its parent holding company, from 3 

the proxy group. 4 

Q. DO YOUR SCREENING CRITERIA RESULT IN A GROUP OF 5 

COMPANIES THAT INVESTORS WOULD VIEW AS COMPARABLE 6 

TO DEC? 7 

A. Yes.  I have selected this group of utilities to best align with the financial and 8 

operational characteristics of DEC.  The proxy group screening criterion 9 

requiring an investment grade credit rating ensures that the proxy group 10 

companies, like DEC, are in sound financial condition.  Additionally, I have 11 

screened on the percent of revenue and net operating income from regulated 12 

operations to differentiate between utilities that are subject to regulation and 13 

those with substantial unregulated operations or market-related risks.  The 14 

proxy group also reflects DEC’s vertically integrated electric operations.   15 

These screens collectively reflect key risk factors that investors consider in 16 

making investments in vertically integrated electric utilities. 17 

Q. WHAT IS YOUR CONCLUSION WITH REGARD TO THE PROXY 18 

GROUP FOR DEC? 19 

A. My conclusion is that my group of 15 utilities adequately reflects the broad set 20 

of risks that investors consider when investing in a U.S. regulated vertically 21 

integrated electric utility such as DEC.  Later in my testimony, I will evaluate 22 

whether an adjustment should be made to the results of my ROE analyses to 23 
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account for differences in DEC’s company-specific risks relative to the proxy 1 

group companies. 2 

VI. DETERMINATION OF THE APPROPRIATE COST OF EQUITY 3 

Q. WHAT MODELS DID YOU USE IN YOUR ROE ANALYSES?  4 

A. I have utilized four ROE estimation models: the Constant Growth DCF, the 5 

CAPM, the Bond Yield Plus Risk Premium, and Expected Earnings.  The 6 

following describes each of the models and inputs I have utilized to estimate 7 

DEC’s cost of equity.    8 

A. Constant Growth DCF Model 9 

Q. PLEASE DESCRIBE THE DCF APPROACH. 10 

A. The DCF approach is based on the theory that a stock’s current price represents 11 

the present value of all expected future cash flows.  In its simplest form, the 12 

DCF model expresses the ROE as the sum of the expected dividend yield and 13 

long-term growth rate:  14 

[1] 

Where “k” equals the required return, “D” is the current dividend, “g” is the 

expected growth rate, and “P” represents the subject company’s stock price. 

Assuming a constant growth rate in dividends, the model may be 15 

rearranged to compute the ROE accordingly, as shown in Formula [2]:  16 

r =   + g  [2] 17 

Stated in this manner, the cost of common equity is equal to the dividend yield 18 

plus the dividend growth rate. 19 

g
P

gDk +
+

=
0

)1(

P
D

ELEC
TR

O
N
IC
ALLY

FILED
-2024

January
4
10:35

AM
-SC

PSC
-D

ocket#
2023-388-E

-Page
26

of53



DIRECT TESTIMONY OF JAMES M. COYNE Page 25 
DUKE ENERGY CAROLINAS, LLC 
 

DOCKET NO. 2023-388-E 
 

Q. WHAT ARE THE ASSUMPTIONS UNDERLYING THE CONSTANT 1 

GROWTH DCF MODEL? 2 

A. The Constant Growth DCF model is based on the following assumptions: (1) a 3 

constant average growth rate for earnings and dividends; (2) a stable dividend 4 

payout ratio; (3) a constant price-to-earnings multiple; and (4) a discount rate 5 

greater than the expected growth rate. 6 

Q. PLEASE SUMMARIZE YOUR APPLICATION OF THE CONSTANT 7 

GROWTH DCF MODEL. 8 

A. I calculated DCF results for each of the proxy group companies using the 9 

following inputs: 10 

1. Average stock prices for the historical period, over 30-, 90-, and 180-11 

trading days through October 31, 2023; 12 

2. Annualized dividend per share as of October 31, 2023; and 13 

3. Company-specific earnings growth forecasts for the term g. 14 

My application of the Constant Growth DCF model is provided in Coyne Direct 15 

Exhibit 4. 16 

Q. WHY DID YOU USE AVERAGING PERIODS OF 30, 90, AND 180 17 

TRADING DAYS? 18 

A. It is important to use an average of recent trading days to calculate the term P 19 

in the DCF model to ensure that the calculated ROE is not skewed by 20 

anomalous events that may affect stock prices on any given trading day.  At the 21 

same time, it is important to reflect the conditions that have defined the financial 22 
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markets over the recent past.  In my view, consideration of those three averaging 1 

periods reasonably balances these interests. 2 

Q. DID YOU ADJUST THE DIVIDEND YIELD TO ACCOUNT FOR 3 

PERIODIC GROWTH IN DIVIDENDS? 4 

A. Yes, I did.  Utility companies tend to increase their quarterly dividends at 5 

different times throughout the year, so it is reasonable to assume that such 6 

increases will be evenly distributed over calendar quarters.  Given that 7 

assumption, it is reasonable to apply one-half of the expected annual dividend 8 

growth rate for the purposes of calculating this component of the DCF model.  9 

This adjustment ensures that the expected dividend yield is representative of the 10 

coming 12-month period.  Accordingly, the DCF estimates reflect one-half of 11 

the expected growth in the dividend yield.16 12 

Q. WHAT SOURCES OF GROWTH HAVE YOU USED IN YOUR DCF 13 

ANALYSIS? 14 

A. I have used the consensus analyst five-year growth estimates in earnings per 15 

share (“EPS”) from First Call and Zacks, as well as EPS growth rate estimates 16 

published by Value Line. 17 

Q. WHY DID YOU FOCUS ON EARNINGS PER SHARE GROWTH? 18 

A. The Constant Growth DCF model assumes that dividends grow at a constant 19 

rate in perpetuity.  Accordingly, in order to reduce the long-term growth rate to 20 

a single measure, one must assume a constant payout ratio, and that earnings 21 

per share, dividends per share, and book value per share all grow at the same 22 

 
16  The expected dividend yield is calculated as d1 = d0 (1 + ½ g). 

ELEC
TR

O
N
IC
ALLY

FILED
-2024

January
4
10:35

AM
-SC

PSC
-D

ocket#
2023-388-E

-Page
28

of53



DIRECT TESTIMONY OF JAMES M. COYNE Page 27 
DUKE ENERGY CAROLINAS, LLC 
 

DOCKET NO. 2023-388-E 
 

constant rate.  Over the long term, however, dividend growth can only be 1 

sustained by earnings growth.  As noted by Brigham and Houston in their text, 2 

Fundamentals of Financial Management: “Growth in dividends occurs 3 

primarily as a result of growth in earnings per share (EPS).”17  It is therefore 4 

important to focus on measures of long-term earnings growth from credible 5 

sources as an appropriate measure of long-term growth in the DCF model. 6 

Q. ARE OTHER SOURCES OF DIVIDEND GROWTH AVAILABLE TO 7 

INVESTORS? 8 

A. Yes, although that does not mean that investors incorporate such estimates into 9 

their investment decisions.  Academic studies suggest that investors base their 10 

investment decisions on analysts’ expectations of growth in earnings.18  I am 11 

not aware of any similar findings regarding non-earnings-based growth 12 

estimates.  In addition, the only forward-looking growth rates that are available 13 

on a consensus basis are analysts’ EPS growth rates.  The fact that earnings 14 

growth projections are the only widely-accepted estimates of growth provides 15 

further support that earnings growth is the most meaningful measure of growth 16 

among the investment community. 17 

 
17  Eugene F. Brigham and Joel F. Houston, Fundamentals of Financial Management (Concise Fourth 
Edition, Thomson South-Western), at 317 (emphasis added). 
18  See, e.g., Harris and Marston, Estimating Shareholder Risk Premia Using Analysts Growth 
Forecasts, Financial Management, Summer 1992, at 65; and Vander Weide and Carleton, Investor 
Growth Expectations: Analysts vs. History, The Journal of Portfolio Management, Spring 1988, at 81.  
Please note that while the original study was published in 1988, it was updated in 2004 under the 
direction of Dr. Vander Weide.  The results of that updated study are consistent with Vander Weide and 
Carleton’s original conclusions.  
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Q. WHAT ARE THE RESULTS OF YOUR CONSTANT GROWTH DCF 1 

ANALYSIS? 2 

A. The results of my Constant Growth DCF analysis are provided in Coyne 3 

Direct Exhibit 4 and summarized in Figure 6.  4 

Figure 6:  Constant Growth DCF Results 

 Mean Low Mean Mean High 

30-day average  8.75% 10.02% 11.14% 

90-day average 8.51% 9.78% 10.90% 

180-day average 8.36% 9.62% 10.74% 

 

Q. HOW DID YOU CALCULATE THE MEAN HIGH, MEAN LOW, AND 5 

OVERALL MEAN DCF RESULTS? 6 

A. I calculated the Mean High DCF result using the maximum growth rate (i.e., 7 

the maximum of the First Call, Value Line, and Zacks EPS growth rates) in 8 

combination with the expected dividend yield for each of the proxy group 9 

companies.  I used a similar method to calculate the Mean Low DCF results, 10 

using the minimum growth rate for each company.  The Mean results reflect the 11 

average growth rate from each source for each company in combination with 12 

the expected dividend yield.  13 
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B. CAPM Analysis 1 

Q. PLEASE BRIEFLY DESCRIBE THE GENERAL FORM OF THE 2 

CAPITAL ASSET PRICING MODEL. 3 

A. The CAPM is a risk premium approach that estimates the cost of equity for a 4 

given security as a function of a risk-free return plus a risk premium (to 5 

compensate investors for the non-diversifiable or “systematic” risk of that 6 

security).19  As shown in Equation [3], the CAPM is defined by four 7 

components, each of which must theoretically be a forward-looking estimate:   8 

 Ke = rf + β(rm – rf)    [3] 

where: 

 Ke = the required ROE for a given security; 

 rf  = the risk-free rate of return; 

β = the Beta of an individual security; and 

 rm = the required return for the market as a whole. 

The term (rm – rf) represents the Market Risk Premium (“MRP”).  According to 9 

the theory underlying the CAPM, since unsystematic risk can be diversified 10 

away, investors should be concerned only with systematic or non-diversifiable 11 

risk.  Non-diversifiable risk is measured by Beta, which is defined as: 12 

 
19  Systematic risks are fundamental market risks that reflect aggregate economic measures and 
therefore cannot be mitigated through diversification.  Unsystematic risks reflect company-specific risks 
that can be mitigated and ultimately eliminated through investments in a portfolio of companies and/or 
market sectors. 
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 β =  [4] 

where: 

re = the rate of return for the individual security or portfolio. 

The variance of the market return, noted in Equation [4], is a measure of the 1 

uncertainty of the general market, and the covariance between the return on a 2 

specific security and the market reflects the extent to which the return on that 3 

security will respond to a given change in the market return.  Thus, Beta 4 

represents the risk that the selected security will not be effective in diversifying 5 

systematic market risks. 6 

Q. WHAT RISK-FREE RATE DID YOU USE IN YOUR CAPM 7 

ANALYSIS? 8 

A. Since both the CAPM and Risk Premium models assume long-term investment 9 

horizons, I used the Blue Chip forecast of the yield on 30-year Treasury bonds 10 

for 2025-2029 of 3.80 percent as my estimate of the risk-free rate.20  That time 11 

period reflects a forward-looking view, which is the objective of the ROE 12 

analysis.  I also used CAPM results applying the 30-day average yield (as of 13 

October 31, 2023) on 30-year Treasury bonds of 4.84 percent.  This is the 14 

approach recommended by Dr. Roger Morin in his text on regulatory finance: 15 

There are two possibilities for proxying investors’ expectations 16 
of the risk-free rate expected to prevail in one year: actual and 17 
forecast interest rates.  Each offers distinct advantages and 18 
limitations.  At the conceptual level, given that ratemaking is a 19 
forward-looking process, interest rate forecasts are preferable.  20 
Moreover, the conceptual models used in the determination of 21 

 
20  Blue Chip Financial Forecasts, Volume 42, No. 6, June 1, 2023, at 14. 

)(
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the cost of equity, such as the CAPM, are prospective in nature 1 
and require expectational inputs.  2 

… 3 

One reasonable option for the regulator is to accord equal weight 4 
to both current interest rate levels and the analysts’ consensus 5 
forecast.  Each proxy for expected interest rates brings 6 
information to the judgement process from a different light.21 7 

Q. WHAT MEASURES OF BETA DID YOU USE IN YOUR CAPM 8 

ANALYSIS? 9 

A. As shown in Coyne Direct Exhibit 5.2, I considered two measures of Beta for 10 

the proxy group companies: (1) the reported Beta coefficients from Bloomberg 11 

(which are calculated using five years of weekly data against the S&P 500 12 

Index); and (2) the reported Beta coefficients from Value Line (which are 13 

calculated using five years of weekly data against the New York Stock 14 

Exchange Composite Index).   15 

Q. WHAT MARKET RISK PREMIUM DID YOU USE IN YOUR CAPM 16 

ANALYSIS? 17 

A. I used the historical market risk premium and a forward-looking market risk 18 

premium.  For the historical MRP, I used the difference between the return on 19 

large company stocks from 1926-2022 less the income-only return on 20 

government bonds.  The result is a historical MRP of 7.17 percent.  For my 21 

forward-looking MRP, I used the Constant Growth DCF model to estimate the 22 

total market return for the S&P 500 Index, using projected earnings growth rates 23 

and dividend yields from three sources: (1) S&P’s Earnings and Estimates 24 

 
21  New Regulatory Finance, Roger A. Morin, PhD, Public Utilities Reports, 2006, pp. 172-173. 

ELEC
TR

O
N
IC
ALLY

FILED
-2024

January
4
10:35

AM
-SC

PSC
-D

ocket#
2023-388-E

-Page
33

of53



DIRECT TESTIMONY OF JAMES M. COYNE Page 32 
DUKE ENERGY CAROLINAS, LLC 
 

DOCKET NO. 2023-388-E 
 

report; (2) Bloomberg Professional; and (3) Value Line.  As of October 31, 1 

2023, the average total market return from these three sources is 15.05 percent 2 

(see Coyne Direct Exhibit 5.1).  I then calculated the MRP by subtracting the 3 

risk-free rate (based on the current 30-year Treasury bond yield of 4.84 percent, 4 

or the 5-year forecast of the 30-year Treasury bond of 3.80 percent) from the 5 

total market return.  Using the forward-looking MRP, as calculated above, I 6 

now have the required market return (Rm) input to equation [3] and can solve 7 

the CAPM model.   8 

Q. WHAT ARE THE RESULTS OF YOUR CAPM ANALYSES? 9 

A. The CAPM results are shown in Coyne Direct Exhibit 5.2 and summarized in 10 

Figure 8.  The Figure shows all eight versions of the CAPM, utilizing: current 11 

and forecast bond yields; a historic and projected market risk premium; and 12 

Value Line and Bloomberg betas. 13 

Figure 7:  CAPM Results 

  

As seen in Figure 7, I have relied on the Historic MRP and current risk-free rate 14 

for the purpose of calculating the average of all methods and my ultimate 15 

recommendation. 16 

 

Historic MRP Forward MRP 

Current 
Risk-Free 

Rate 

Projected 
Risk-Free 

Rate 

Current Risk-
Free Rate 

Projected 
Risk-Free Rate 

Value Line 
Betas 

11.37% 10.32% 
14.13% 

14.03% 

Bloomberg 
Betas 

11.23% 10.19% 
13.94% 

13.89% 
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C. Risk Premium Analysis 1 

Q. PLEASE DESCRIBE THE RISK PREMIUM APPROACH THAT YOU 2 

USED. 3 

A. In general terms, this approach recognizes that equity is riskier than debt 4 

because equity investors bear the residual risk associated with ownership.  5 

Equity investors, therefore, require a greater return (i.e., a premium) than would 6 

a bondholder.  The Risk Premium approach estimates the cost of equity as the 7 

sum of the Equity Risk Premium and the yield on a particular class of bonds. 8 

ROE = RP + Y [5] 

Where: 

RP = Risk Premium (difference between allowed ROE and the 30-Year 

Treasury Yield) and 

 Y = Applicable bond yield. 

Since the equity risk premium is not directly observable, it is typically estimated 9 

using a variety of approaches, some of which incorporate ex-ante, or forward-10 

looking, estimates of the cost of equity and others that consider historical, or 11 

ex-post, estimates.  For my Risk Premium analysis, I have relied on authorized 12 

returns from a large sample of vertically integrated electric utilities. 13 

Q. WHAT DID YOUR RISK PREMIUM ANALYSIS REVEAL? 14 

A. To estimate the relationship between risk premia and interest rates, I conducted 15 

a regression analysis using the following equation:   16 

  RP = a + (b x Y) [6] 17 

where: 18 
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and a Blue Chip consensus forecast for 2025–2029.  I find this 5-year result to 1 

be most applicable for the following reasons: (1) investors are expecting 2 

increases in government bond yields; (2) investors typically have a multi-year 3 

view of their required returns on equity; and (3) DEC’s capital expenditure plan 4 

requires that the Company continue to be able to attract capital on reasonable 5 

terms and conditions.  Based on the regression coefficients in Coyne Direct 6 

Exhibit 6, which allow for the estimation of the risk premium at varying bond 7 

yields, the results of my Risk Premium analysis are shown in Figure 9. 8 

Figure 9:  Risk Premium Results Using 30-Year Treasury Yield 

 

Using 30-Day 
Average Yield 

on 30-Year 
Treasury 

Bond  

Using Q1 2024–
Q1 2025 Forecast 
for Yield on 30-
Year Treasury 

Bond22 

Using 2025-
2029 Forecast 
for Yield 30-

Year Treasury 
Bond23 

Vertically Integrated Electric Utilities 

Yield 4.84% 4.44% 3.80% 

Risk Premium 5.87% 6.10% 6.46% 

Resulting ROE 10.72% 10.54% 10.26% 

 

 
22  Blue Chip Financial Forecasts, Vol. 42, No. 11, November 1, 2023, at 2. 
23  Blue Chip Financial Forecasts, Vol. 42, No. 6, December 1, 2023, at 14. 
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D. Expected Earning Analysis 1 

Q. HAVE YOU CONDUCTED ANY OTHER ANALYSIS TO ESTIMATE 2 

THE COST OF EQUITY FOR DEC? 3 

A. Yes.  I have also conducted an Expected Earnings analysis to estimate the cost 4 

of equity for DEC based on the projected ROEs for the proxy group companies. 5 

Q. WHAT IS AN EXPECTED EARNINGS ANALYSIS? 6 

A. The Expected Earnings methodology is a comparable earnings analysis that 7 

calculates the earnings that an investor expects to receive on the book value of 8 

a stock.  The Expected Earnings analysis is a forward-looking estimate of 9 

investors’ expected returns.  The use of an Expected Earnings approach based 10 

on the proxy companies provides a range of the expected returns on a group of 11 

risk-comparable companies to the subject company.  This range is useful in 12 

helping to determine the opportunity cost of investing in the subject company, 13 

which is relevant in determining a company’s ROE. 14 

The Expected Earnings approach relying on expected returns for like-15 

risk companies is a core strength of the model and consistent with the basic 16 

tenets of Hope: “the return to the equity owner should be commensurate with 17 

returns on investments in other enterprises having corresponding risks.”  Since 18 

the Expected Earnings model provides an accounting-based approach that relies 19 

on investment analysts’ projections of earnings on book equity, it affords the 20 

benefit of analyst insights, knowledge and expertise in interpreting a given 21 

company’s earnings prospects in the context of current market conditions.   22 
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modernization investments in transmission.”24  As with any utility facing 1 

substantial capital expenditure requirements, the Company’s risk profile is 2 

affected in two significant and related ways: (1) the heightened level of 3 

investment increases the risk of under recovery or delayed recovery of the 4 

invested capital; and (2) an inadequate return would put downward pressure on 5 

key credit metrics.  The level of required investment will put significant 6 

pressure on the Company’s need to raise capital from external sources, and the 7 

terms will have lasting impacts for the Company’s customers.  8 

Q. DO CREDIT RATING AGENCIES RECOGNIZE THE RISKS 9 

ASSOCIATED WITH ELEVATED LEVELS OF CAPITAL 10 

EXPENDITURES? 11 

A. Yes.  From a credit perspective, the additional pressure on cash flows associated 12 

with higher levels of capital expenditures exerts corresponding pressure on 13 

credit metrics and, therefore, credit ratings.  To that point, S&P explains the 14 

importance of regulatory support for large capital projects:  15 

When applicable, a jurisdiction’s willingness to support large 16 
capital projects with cash during construction is an important 17 
aspect of our analysis.  This is especially true when the project 18 
represents a major addition to rate base and entails long lead 19 
times and technological risks that make it susceptible to 20 
construction delays.  Broad support for all capital spending is the 21 
most credit-sustaining.  Support for only specific types of capital 22 
spending, such as specific environmental projects or system 23 
integrity plans, is less so, but still favorable for creditors.  24 
Allowance of a cash return on construction work-in-progress or 25 
similar ratemaking methods historically were extraordinary 26 
measures for use in unusual circumstances, but when 27 
construction costs are rising, cash flow support could be crucial 28 

 
24  Moody’s Investors Service, “Duke Energy Carolinas, LLC; Update to credit analysis,” May 11, 
2023, at 1-2, 5 [clarification added]. 
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to maintain credit quality through the spending program.  Even 1 
more favorable are those jurisdictions that present an 2 
opportunity for a higher return on capital projects as an incentive 3 
to investors.25 4 

With regard to DEC’s credit profile, S&P acknowledged the Company’s 5 

elevated capital expenditure program and the need to access external source of 6 

capital “given [Duke Energy Carolinas’] elevated capital spending, we expect 7 

negative discretionary flow throughout our forecast period, indicative of its 8 

external funding needs.”26  To the extent that DEC’s rates do not permit the 9 

Company an opportunity to recover its full cost of doing business, DEC will 10 

face increased recovery risk and thus increased pressure on its credit metrics.  11 

Maintaining access to capital markets on favorable terms is especially important 12 

for utilities and their customers during periods of significant capital investment.     13 

Q. WHAT IS YOUR CONCLUSION REGARDING HOW DEC’S 14 

PROJECTED CAPITAL EXPENDITURE PROGRAM AFFECTS THE 15 

COMPANY’S RISK PROFILE AND COST OF EQUITY? 16 

A. My primary conclusion is that DEC is projecting a substantial capital spending 17 

program that will require the Company to maintain access to capital markets on 18 

favorable terms and conditions.  This is clearly apparent from the testimony 19 

provided by several of the Company’s witnesses in this case.  The magnitude 20 

of DEC’s capital program places pressure on the Company’s cash flows and 21 

credit metrics.  For these reasons, it is important that the authorized ROE be set 22 

 
25  S&P Global Ratings, “Assessing U.S. Investor-Owned Utility Regulatory Environments,” August 
10, 2016, at 7 [clarification added]. 
26 S&P Global Ratings, “Duke Energy Carolinas, LLC,” May 8, 2023, at 4. 
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at a level that allows DEC to continue to attract both debt and equity under 1 

favorable terms under a variety of economic and financial market conditions.   2 

B. Generation Portfolio 3 

Q. PLEASE SUMMARIZE THE COMPANY’S GENERATION 4 

PORTFOLIO. 5 

A. As described by S&P, Duke Energy Carolina’s owned generation portfolio 6 

consists of coal (29 percent), nuclear (27 percent), natural gas (26 percent), and 7 

hydroelectric (17 percent).27  Importantly, S&P’s expectation is that Duke 8 

Energy’s energy transformation strategy can reduce Duke Energy Carolina’s 9 

environmental risk exposure in the long-term.  This will require the orderly 10 

retirement of aging coal-fired generation, and significant investments in natural 11 

gas, solar, battery storage, and other resources.  A compensatory return will be 12 

required to attract the necessary capital to achieve these objectives.  If the 13 

Company is unable to execute its energy transition, this would increase Duke 14 

Energy Carolina’s environmental risk, and also increase its cost of capital. 15 

Q. PLEASE DISCUSS THE ROLE OF NUCLEAR GENERATION IN 16 

ACHIEVING DUKE ENERGY’S ENERGY TRANSFORMATION 17 

STRATEGY AND THE RISK ASSOCIATED WITH NUCLEAR 18 

GENERATION OWNERSHIP.  19 

A. Nuclear generation represents a significant source of carbon-free generation 20 

that is necessary to meet unprecedented load growth while maintaining or 21 

improving system reliability in the changing energy landscape.  Importantly, 22 

 
27 S&P Global Ratings, “Duke Energy Carolinas, LLC,” May 8, 2023, at 4. 
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nuclear generation resources are regulated by the U.S. Nuclear Regulatory 1 

Commission (“NRC”).  DEC is subject to NRC mandates to meet licensing and 2 

safety-related standards that may require increased capital spending and 3 

incremental operating costs to ensure the continued operation of this very low 4 

cost and emission-free generating source.   5 

Q. ARE THERE EXAMPLES OF THE INCREASED RISK OF NEW 6 

REGULATORY REQUIREMENTS THAT NUCLEAR GENERATION 7 

PLANT OPERATORS FACE? 8 

A. Yes.  One example is the increased oversight and regulatory requirements put 9 

in place after the March 11, 2011 earthquake and tsunami which caused 10 

significant damage to the Fukushima Daiichi nuclear complex in Japan and 11 

threatened the public health.  After the Fukushima accident, the NRC formed a 12 

task force to assess current regulations and determine if new measures were 13 

required to ensure safety.  The task force issued a report in July 2011 that 14 

included a set of recommendations for NRC consideration, and NRC Staff 15 

issued the first set of related regulatory requirements in March 2012.  The 16 

Fukushima accident clearly demonstrates that additional regulatory oversight 17 

and requirements, which affect the cost of operating DEC’s nuclear plants, can 18 

result from events wholly unrelated to DEC or its facilities.  19 

Q. HOW DOES THE INVESTMENT COMMUNITY VIEW THE RISK 20 

ASSOCIATED WITH NUCLEAR GENERATION ASSETS? 21 

A. Both equity analysts and credit rating agencies are aware of the operating and 22 

safety risks associated with nuclear generation assets, and.  credit rating firms 23 
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consider the risk of nuclear generation in their ratings analysis.  For example, 1 

S&P Global Ratings made the following comments on the challenges for 2 

nuclear operators: 3 

 Nuclear energy has faced mounting criticism over security 4 
concerns, especially in the aftermath of the Fukushima disaster 5 
on March 11, 2011.  Nuclear operators face unique risks of low-6 
probability, but high-impact catastrophic events.  As a 7 
consequence, operators face increasing political and social 8 
pressures on safety, waste disposal, and storage. While 9 
profitability remains a key pillar of our business risk assessment 10 
of nuclear operators, we equally take these other risks into 11 
account.  Furthermore, nuclear-related long-term liabilities 12 
typically represent a large portion of nuclear operators' overall 13 
S&P-adjusted debt.28 14 

 
S&P continues to cite the Company’s exposure to “potential waste, health, and 15 

safety risks” associated with its nuclear facilities as a ratings factor.29 16 

C. Regulatory Risk 17 

Q. PLEASE EXPLAIN HOW THE REGULATORY FRAMEWORK 18 

AFFECTS INVESTORS’ RISK ASSESSMENTS. 19 

A. The ratemaking process is premised on the principle that, for investors and 20 

companies to commit the capital needed to provide safe and reliable utility 21 

services, the utility must have the opportunity to recover invested capital and 22 

the market-required return on such capital.  Regulatory commissions recognize 23 

that, because utility operations are capital intensive, regulatory decisions should 24 

enable the utility to attract capital at reasonable terms, thereby balancing the 25 

long-term interests of investors and customers.  In that respect, the regulatory 26 

 
28  “The Energy Transition: Nuclear Dead or Alive,” S&P Global Ratings, November 11, 2019, p. 10.  
29 S&P Global Ratings, “Duke Energy Carolinas, LLC,” May 8, 2023, at 8. 
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framework in which a utility operates is one of the most important factors in 1 

both debt and equity investors’ risk assessments.  Because investors have many 2 

investment alternatives, even within a given market sector, the Company’s 3 

authorized return must be adequate on a relative basis to ensure its ability to 4 

attract capital under a variety of economic and financial market conditions.   5 

Q. PLEASE EXPLAIN HOW CREDIT RATING AGENCIES CONSIDER 6 

THE REGULATORY FRAMEWORK IN ESTABLISHING A 7 

COMPANY’S CREDIT RATING.  8 

A. Moody’s and S&P both consider the overall regulatory framework in 9 

establishing credit ratings.  Moody’s establishes credit ratings based on four 10 

key factors:   11 

Figure 11:  Moody’s Rating Factors 

Factor Weighting 
Regulatory Framework 25% 
Ability to Recover Costs and Earn Returns 25% 
Diversification 10% 
Financial Strength 40% 
 Total 100% 

 
Two of these factors (i.e., regulatory framework and the ability to recover costs 12 

and earn returns) are based on the regulatory environment such that half of 13 

Moody’s overall assessment of business and financial risk for regulated utilities 14 

is based upon the regulatory environment.30  Moody’s further subdivides the 15 

first two factors, Regulatory Framework and the Ability to Recover Costs and 16 

 
30 Moody’s Investor Service, Rating Methodology, Regulated Electric and Gas Utilities, December 
23, 2013, at 1,2; S&P, Duke Energy Carolinas, LLC, February 9, 2021, at 6. 
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Earn Returns, into sub-factors to help “provide more granularity and 1 

transparency on the overall regulatory environment, which is the most 2 

important consideration for this sector.”31  Similarly, S&P has identified the 3 

regulatory environment as an important factor, stating, “we believe the 4 

fundamental regulatory environment in the jurisdictions in which a utility 5 

operates often influence credit quality the most.”32 6 

Q. HAVE YOU PERFORMED AN ANALYSIS OF THE REGULATORY 7 

MECHANISMS FOR DEC AS COMPARED TO THOSE FOR THE 8 

PROXY GROUP COMPANIES? 9 

A. Yes.  I conclude that DEC’s regulatory mechanisms are, on balance, weaker 10 

than the proxy companies. To assess DEC’s regulatory risk as compared to the 11 

proxy companies, it is instructive to look at the overall regulatory cost recovery 12 

mechanisms available to the proxy companies when evaluating the regulatory 13 

risk of the subject company to the proxy group.  I have conducted an analysis 14 

of the regulatory mechanisms that are in place for DEC compared with those 15 

for the operating utility companies held by the proxy group.  The results of my 16 

analysis are presented in Coyne Direct Exhibit 8.  Specifically, I examined the 17 

following factors that affect the regulatory risk of DEC and the proxy group 18 

 
31 Id., at 3.  
32 S&P, Assessing U.S. Utility Regulatory Environments, March 11, 2010, at 2. 
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companies: (1) test year convention; (2) rate base convention; (3) revenue 1 

decoupling; (4) and capital cost recovery. 2 

 As shown in Coyne Direct Exhibit 8, 63 percent of the operating 3 

companies in the proxy group, unlike DEC, provide service in jurisdictions that 4 

allow the use of a fully or partially forecasted test year. Further, 59 percent of 5 

the operating companies in the proxy group use average rate base like DEC, 6 

while 39 percent are allowed to use year-end rate base, which provides more 7 

timely cost recovery of capital investments. DEC has limited revenue protection 8 

against fluctuations in customer demand, while approximately 61 percent of the 9 

operating companies held by the proxy group have either full or partial revenue 10 

decoupling mechanisms that protect against volumetric risk. Generally, the 11 

Company’s capital investment costs must be recovered through rate cases. 12 

Approximately 71 percent of the operating companies in the proxy group have 13 

a cost recovery mechanism for capital investment (e.g., generation capacity or 14 

infrastructure replacement). 15 

  Moody’s points to this as a limiting factor in its regulatory assessment 16 

as “utilities in… South Carolina do not benefit from tracking mechanisms that 17 

could serve to reduce regulatory lag on investment in their systems or to speed 18 

the recovery of coal ash remediation spending.”33  Overall, from an investor 19 

perspective, the regulatory structures available to DEC are not superior to the 20 

proxy companies, and there are aspects that are less supportive.  21 

 
33  Moody’s Investors Service, “Duke Energy Carolinas, LLC; Update to credit analysis,” May 11, 
2023, at 3. 
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D. Flotation Cost Adjustment 1 

Q. WHAT ARE FLOTATION COSTS? 2 

A.  Flotation costs are the costs associated with the sale of new issues of common 3 

stock.  These costs include out-of-pocket expenditures for preparation, filing, 4 

underwriting, and other costs of issuance of common stock.  To the extent that 5 

a company is denied the opportunity to recover prudently incurred flotation 6 

costs, actual returns will fall short of expected (or required) returns, thereby 7 

diminishing the utility’s ability to attract adequate capital on reasonable terms.   8 

Q. WHY IS IT IMPORTANT TO RECOGNIZE FLOTATION COSTS IN 9 

THE ALLOWED ROE? 10 

A.  Allowed ROE is the only ratemaking mechanism through which these 11 

necessary costs may be recovered.  Flotation costs are reflected on the utility’s 12 

balance sheet as “paid in capital” and are not expensed on the utility’s income 13 

statement.  When a company issues common stock, flotation costs are incurred 14 

and netted against the proceeds from the issuance reducing the amount available 15 

for investment in rate base by the amount of the flotation costs.   If DEC is 16 

denied the opportunity to recover its prudently incurred flotation costs through 17 

its allowed ROE, actual returns will fall short, and equity share value will be 18 

diluted.  19 
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 Q. DO ACADEMIC AND FINANCIAL EXPERTS RECOGNIZE THE 1 

NEED TO CONSIDER FLOTATION COSTS IN A UTILITY’S COST 2 

OF EQUITY? 3 

A.  Yes.  Dr. Roger Morin, a recognized expert in regulatory economics and 4 

finance, notes:   5 

  The costs of issuing these securities are just as real as operating and 6 
maintenance expenses or costs incurred to build utility plants, and fair 7 
regulatory treatment must permit recovery of these costs….  The simple 8 
fact of the matter is that common equity capital is not free….[Flotation 9 
costs] must be recovered through a rate of return adjustment. 34 10 

 According to Dr. Shannon Pratt, a published expert in cost of capital estimation: 11 

Flotation costs occur when new issues of stock or debt are sold 12 
to the public.  The firm usually incurs several kinds of flotation 13 
or transaction costs, which reduce the actual proceeds received 14 
by the firm.  Some of these are direct out-of-pocket outlays, such 15 
as fees paid to underwriters, legal expenses, and prospectus 16 
preparation costs.  Because of this reduction in proceeds, the 17 
firm’s required returns on these proceeds equate to a higher 18 
return to compensate for the additional costs.  Flotation costs can 19 
be accounted for either by amortizing the cost, thus reducing the 20 
cash flow to discount, or by incorporating the cost into the cost 21 
of capital.  Because flotation costs are not typically applied to 22 
operating cash flow, one must incorporate them into the cost of 23 
capital.35 24 

Q. WHAT IS YOUR RECOMMENDED FLOTATION COST 25 

ADJUSTMENT AND HOW DID YOU CALCULATE IT? 26 

A.  Based on the proxy group issuance costs shown in Coyne Direct Exhibit 9, I 27 

conclude that flotation costs for the proxy companies have equaled roughly 2.46 28 

percent of gross equity raised.  To properly reflect these issuance costs in my 29 

 
34  Roger A. Morin, New Regulatory Finance (Public Utility Reports, Inc., 2006), at 321. 
35  Shannon P. Pratt, Cost of Capital Estimation and Applications, Second Edition, at 220-221. 
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cost of capital estimates, it would be appropriate to increase the authorized ROE 1 

by approximately 11 basis points for DEC, as shown in Coyne Direct Exhibit 2 

9.  While an 11 basis point adjustment to the analytical results would be 3 

appropriate and reasonable to allow the Company the opportunity to recover 4 

flotation costs, I have not made an explicit adjustment in my analysis.  As such, 5 

the analytical range of estimates of cost of equity estimates are conservative 6 

estimates of the Company’s cost of equity. 7 

VIII. CAPITAL STRUCTURE 8 

Q. WHAT IS DEC’S PROPOSED CAPITAL STRUCTURE? 9 

A. DEC is proposing a financial capital structure consisting of 53 percent common 10 

equity and 47 percent debt.  11 

Q. HOW HAVE YOU ASSESSED THE REASONABLENESS OF DEC’S 12 

PROPOSED CAPITAL STRUCTURE WITH RESPECT TO THE 13 

PROXY GROUP? 14 

A. The proxy group has been selected to reflect comparable companies in terms of 15 

business and financial risks.  Therefore, it is appropriate to compare the 16 

financial capital structures of the proxy group companies to the financial capital 17 

structure proposed by DEC in order to assess whether the Company’s capital 18 

structure is reasonable and consistent with industry standards for companies 19 

with commensurate risk.  I calculated the capital structure for each of the proxy 20 

group operating companies for the most recent two years reported.  Coyne 21 

Direct Exhibit 10 shows that the Company’s proposed common equity ratio of 22 

53 percent is within the range of actual common equity ratios of 42.65  percent 23 
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to 64.92  percent for the operating companies held by the proxy group over this 1 

period. 2 

Q. WHAT IS YOUR CONCLUSION REGARDING THE 3 

APPROPRIATENESS OF DEC’S PROPOSED CAPITAL STRUCTURE 4 

IN THIS PROCEEDING? 5 

A. Based on the analysis presented in Coyne Direct Exhibit 10, my conclusion is 6 

that DEC’s proposed financial capital structure is reasonable.  Sufficient equity 7 

in the capital structure is an important factor for maintaining DEC’s financial 8 

integrity and investment grade credit rating and it is an essential component of 9 

DEC’s financial policies enabling access to capital on favorable terms in a 10 

variety of market circumstances.   11 

IX. CONCLUSION 12 

Q. WHAT IS YOUR CONCLUSION REGARDING A FAIR ROE FOR 13 

DEC? 14 

A. Based on the quantitative analyses provided in my Direct Testimony, I have 15 

established a range of ROE results shown previously in Figure 10 (also see 16 

Coyne Direct Exhibit 2 for summary table).  The DCF, CAPM, Bond Yield 17 

Risk Premium and the Expected Earnings analysis produce a range of estimates 18 

of the Company’s cost of equity of 9.78 percent to 11.37 percent, with a four-19 

model average of 10.50 percent.  From within these ranges, and considering the 20 

Company’s risk profile, I recommend an ROE of 10.50 percent.  21 
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Q. WHAT IS YOUR RECOMMENDATION WITH REGARD TO THE 1 

CAPITAL STRUCTURE FOR DEC IN THIS PROCEEDING? 2 

A. I support DEC’s proposed financial capital structure of 53 percent common 3 

equity and 47 percent debt as reasonable relative to the range of actual capital 4 

structures for the operating companies held by the proxy group companies. 5 

Q. DOES THIS CONCLUDE YOUR DIRECT TESTIMONY? 6 

A. Yes, it does. 7 
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